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KEY ECONOMIC INDICATORS! 
(Egyptian fiscal year: July-June) 


DOMESTIC ECONOMY FY83/84 FY84/85 FY85/86 FY86/87 
Population (millions) (growth rate 2.7-3.0%) 47.2 48.5 49.6 51.2 
O£ which working overseas ooo sen wee Se 
GDP (LE billion, current prices)? NA BS. G3. FO 
GDP/Capita (LE, current prices) 591 670 772 859 
Gross fixed investment (LE billion) 6.6 7.2 7.8 7.0 
Of which public sector (percent) 79 78 3. A 
Urban consumer price increase (percent )> 20 11 20 25 


BALANCE OF PAYMENTS ($ millions) 
Trade balance -6388 -6315 -6094 -5259 
“Exports (£.0.b.) 4350 «= 4185s 34062 2741 
of which: Petroleum (crude and product) 2957 2891 2215 1380 
Imports (c.i.f.) -10738 -10500 -9500 -8000 
Services balance 4000 3400 2700 3000 
Receipts 8100 7700 7100 7700 
of which: Suez Canal dues 974 897 1028 1148 
Worker remittances4 3930 3497 3000 2900 
Investment income 1079 1044 914 790 
Tourism? 825 850 800 =—-:1175 
Payments -4100 -4300 -4400 # -4700 
of which: Interest payments due® -2555 -2500 -2300 -2700 
Official transfers’ 772 1100 1200 1000 
Current account balance -1600 -1800 -2200 -1300 


Capital account balance® 1700 1400 1300 1600 
including: repayment arrearages/rescheduling® “500 1200 j4«m300 2200 
Errors and omissions 0 500 1800 300 


Change in reserves 100 100 


Total external debt ($ billion) 34.9 38. 40.1 44,1 
U.S. aid to Egypt (U.S. fiscal year, $ millions, FY85 FY86 FY87 FY88 
obligation basis) 2435 2587 2281 2290 
Agricultural commodity loans (PL480) 225 227 179 170 
Economic grant aid 1035 1060 806 820 
Military grant aid 1175 1300 1300 1300 
U.S. trade with Egypt (calendar year, $ millions) 1984 1985 1986 1987 
Exports to Egypt Z,mee0C Uta, oe> = 1S 
Imports from Egypt ; 173 79 123 498 


Outstanding as Payments due (prin.& int.) 
Egyptian debt to the U.S. Government of 3730789 During T3880 During 1989 
($ millions) 10,402 853 793 
USAID 2529 “OL TOT 
Foreign Military Sales 4550 $37 '. $36 
PL-480 2403 63 76 
Commodity Credit Corporation 423 129 50 
Direct loans 36 
Guaranteed loans 387 
Ex imbank 197 33 30 
Direct loans 142 
Guaranteed loans 55 
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GOVERNMENT FISCAL OPERATIONS!O FY83/84 FY84/85 FY85/86 FY86/87 FY87/88 
Revenues 10371 11311 11992 “12400 18118 
Central Government 8193 8663 9558 10000 15022 

Taxes 5363 5923 6502 7000 11020 
Company profit 1506 1800 2300 
of which: EGPC 348 400 440 
Suez Canal 164 185 240 
Personal income 129 177 150 
Property 14 16 12 
Consumption 1302 1444 1600 
Import duties 1920 1907 1700 
Stamp and other taxes 492 579 750 
Non-tax 2830 2740 3056 
of which: EGPC profit transfer 1066 936 950 
Suez Canal profit transfer 285 226 280 
Local government and public authorities 550 637 703 
NPE!! self-financed investment 1628 2011 1731 


Expenditures 16803 18485 19818 
SF which: Wages 2620 3158 3440 

Interest on domestic gov't debt 1111 1253 1700 

Subsidies 2875 2747 2766 

Transfers to NPEs!1 193 268 300 

Investment 5518 6556 6358 

Gross deficit -6433 -7174 -7826 
(as percent of GDP (23) (22) (20) 
Domestic financing 4606 4963 6475 
External financing (net) 1052 1530 1351 

Other (incl. external debt service arrears 775 681 1115 

Gov't/public sector employment (millions)! 3.0 3.2 3.4 


NOTES 


lprimary sources for data are the Egyptian Government, the IMF International Financial Statistics, 
and Embassy estimates. Government collection of data on private sector activity is generally 
incomplete, and its statistics therefore probably underestimate actual activity by a considerable 
margin. 

2Estimates of GDP, for which the government is the only source, are especially unreliable. It is 
gesaibic that actual activity is 25-50 percent higher than reported. 

Derived from the government consumer price index. 
4Central Bank data. 

Adjusted from previous report. Figures now are based on total tourist nights in hotels, 
regardless of whether expenditures went into the banking system or the parallel market. 

S6Egypt has since 1980 run arrears in payment of various of its foreign financial obligations, both 
principal and interest. All loan repayments are reported here on an obligation basis. Estimated 
annual additions to arrearages and debt rescheduling are shown as a credit to the capital 
account. The Paris Club debt rescheduling in May 1987 shifted an estimated $3 billion in unpaid 
FY 1986/87 and earlier obligations into the future. Military loans and repayments are generally 
handled through special channels and excluded from all data. 

Official transfers consist primarily of U.S. grant economic assistance. 

Data on the capital account are poor. The Central Bank itself publishes no data and acknowledges 
that the data supplied for IFS are incomplete. 

9Not taking account of the November 1987 rescheduling agreement. 

10pata on government fiscal operations are, except for FY 1987/88, actual results. The Ministry 
of Finance runs more than one year behind in its compilation of data on actual, as opposed to 
authorized, government fiscal operations. Hence, even the data on FY85/86 include some estimates; 
all data for FY 1986/87 are estimates. Actual results have in the past diverged significantly 
from budget authorizations; hence comparisons with budgeted amounts -- the FY 1987/88 data -- are 
not very reliable. 

Non-financial public sector enterprises. 
12Includes borrowing from the banking system of LE 680 million. 
Excluding military. 
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SUMMARY: Building on the diplomatic relations with other Arab 
countries that were resumed late last year, President Hosni 
Mubarak in January laid claim to resumption of Egypt’s role as 
a leading spokesman for the Arab world with a warmly received 
tour of major Arab and Western capitals. His primary aim in 
this assertion of leadership so far has been the advancement of 
the search for a Middle East peace, particularly urgent in 
light of events on the West Bank, in Gaza, and in the Persian 
Gulf, both through presentation of Egyptian proposals and 
through support of U.S. initiatives. 


Domestically, the Egyptian Government confronts the challenge 
of continuing to extend democratic practice while at the same 
time coping with its still-deteriorating economic situation. 
The People’s Assembly, with its strong opposition 
representation, is assuming a larger role in debate of national 
policy. The focus of its input recently has been the need for 
continued protection of the deprived segments of Egyptian 
society and the preservation of long-standing government 
commitments to assure supply of basic goods and services at low 
prices. Such debate highlights the central dilemma currently 
confronting the Egyptian Government: how to launch growth and 
maintain a social contract with the Egyptian people while 
lacking the financial resources to do so. 


In an effort to resolve this dilemma, the Egyptian Government 
has undertaken a program of gradual economic reform aimed at 
increasing investment and enhancing the efficiency of 
allocation of resources. It has taken steps to devalue the 
Egyptian pound, reduce impediments to exports, raise prices 
paid to farmers for sale of their production, reduce the 
government budget deficit, and improve performance in the 
public sector. The full benefit of these measures and others 
yet to be taken will, however, only appear with the passage of 
some time. In the meantime, despite entering into a stand-by 
arrangement with the International Monetary Fund and a debt 
rescheduling agreement with major Western creditor countries in 
mid-1987, the Egyptian Government continues to suffer from a 
lack of foreign exchange revenues that is constraining public 
sector imports of both consumer and capital goods. The 
government has appealed for increased assistance from friendly 
countries, but with assistance levels to Egypt already very 
high -- the United States is supplying $2.3 billion annually -- 


prospects for immediate substantial increases are not 
encouraging. 





= 
A. CURRENT ECONOMIC SITUATION AND TRENDS 


Background: The most dramatic political development in recent 
months was the decision by most of Egypt’s Arab neighbors 
following the November Arab Summit in Amman to resume the 
diplomatic relations with Egypt that they had broken following 
Egypt’s recognition of Israel in 1979. This development was 
followed by President Hosni Mubarak’s warmly received tour of 
Arab capitals from Baghdad and Muscat to Rabat during January. 
It opens the door for Egypt to resume its traditional role as a 
member of and spokesman for the Arab world while retaining its 
cooperative ties to Israel. This provides Egypt the 
opportunity to play a unique role in the Middle East peace 
process. President Mubarak’s proposals for reviving the search 
for a lasting Middle East peace have resonance with renewed 
diplomatic activities in the area, where Egypt is playing a 
critical, responsible role. Egypt’s reemergence in the Arab 
world comes at a particularly important time. Events in the 


West Bank and Gaza and the situation in the Gulf require urgent 
attention. 


Within Egypt, the roots of democratic practice appear to be 
growing steadily deeper. A national referendum in October 
confirmed President Mubarak for a second 6-year term. The 
opposition press exercises apparently complete freedom in 
questioning government policies and officials. The People’s 
Assembly, with its more than 20 percent representation of 
opposition parties, has been very active since it reconvened 
late October; debates have covered a range of issues of 
national importance ranging from continuation of the legal 
state of emergency imposed following President Sadat’s 
assassination in 1981 (a primary opposition complaint), through 
shortages of government-supplied and subsidized staple 
commodities in the market place, to government sale of public 
sector enterprises (in this instance, a hotel in Alexandria) to 
private buyers. Such developments are much remarked on in this 
crowded country with its millenia-long legacy of foreign 
domination, autocracy, and government paternalism. It is at 
the same time encouraging that Egypt’s fundamental stability, 
rooted in strong state and social institutions, appears to 
remain strong in spite of the pressures of change and 
innovation. A few isolated acts of violence have met with 
virtually universal condemnation. 


The preeminent economic challenge confronting Egypt remains the 
need to stimulate growth and productivity. Egypt has vast 
resources -- 50 million people, fertile land, excellent 
climate, generous endowments of hydrocarbons and minerals -- 
but the efficiency of their utilization is low. Egypt’s 
tradition of centralized planning, reliance on the public 
sector, and government control of economic activity dates from 





the 1950s when Gamal Abdel Nasser resorted to nationalization 
and land reform as the primary means of accelerating 
industrialization and of putting an end to the exploitation by 
"privileged classes" that characterized the period before the 
July Revolution of 1952. Over the years, Abdel Nasser brought 
banking, most of industry, and much commercial activity into a 
complex network of state enterprises. The government imposed 
controls on virtually all private sector activity. It also 
undertook a series of broad obligations to the Egyptian 

people: provision of basic human needs--food and housing--at 
subsidized prices, free education through the university level, 
and guaranteed employment in the public sector for all 
university graduates. The confrontation with Israel which 
accelerated in the mid-1950s and reached its peak between 1967 
and 1973 introduced a new reason for government intervention in 
the economy--the need to mobilize for war. 


The limitations of a statist approach gradually became 
apparent. The extension of government control throughout the 
economy discouraged individual and private sector initiative, 
distorted resource allocation, and fueled flight of private 
capital out of the Egyptian pound. Egypt, a country once 
self-sufficient in food production, in the 1960s found itself 
sinking into dependency on imports without compensating 
increases in its ability to pay for them. The government could 


not maintain the quality and timeliness of the services it had 
promised. 


The situation improved somewhat beginning in the mid-1970s. 
Recognizing the need for change, President Anwar El-Sadat 
reoriented Egyptian foreign policy towards the West, and with 
Law 43, opened the door for foreign private investment in 
Egypt. Billions of dollars flowed in, although more in aid 
than in investment. Unfortunately, the government’s few 
attempts at initiating domestic economic reform were not well 
organized. Some provoked public opposition (e.g., the bread 
riots of January 1977) and were ultimately abandoned. With the 
signature of the Camp David Accords and Israeli withdrawal from 
the Sinai, President Sadat was able to reopen both the Gulf of 
Suez to active oil exploration and the Suez Canal to shipping, 
and the combination of shipping traffic, new oil production, 
and soaring oil prices produced a flood of dollars that 
temporarily obscured the fundamental weakness in the Egyptian 
balance of payments. 


By the beginning of the 1980s, however, the problems began to 
show through again. Foreign aid remained generous, but ceased 
to grow. Foreign investors could play a beneficial role but, 
with a few exceptions like oil, would be attracted to invest in 
Egypt only on conditions similar to those required to stimulate 
domestic private investment. As oil prices have eroded through 
the 1980s, more and more Egyptians have become convinced that 
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decentralization of decision-making and stimulation of private 


Egyptian initiative are essential to achieving self-sustaining 
growth. 


Current Economic Policy Framework: The Egyptian Government has 
in the past several years undertaken to implement necessary 
economic reform. While maintaining a commitment to the social 
compact that major segments of the Egyptian population still 
perceive as the basis of their economic security, it has 
announced as goals economic liberalization and expansion of the 
private sector. Since his appointment in November 1986, Prime 
Minister Atef Sedki has identified repeatedly as priorities 
increasing efficiency and productivity in both the public and 
private sectors through decentralization and selective 
decontrol of economic decision-making. The government in May 
1987 took the important step of concluding negotiation of an 
SDR 250 million stand-by arrangement with the International 
Monetary Fund (IMF). The arrangement provided the foundation 
for an $8 billion Paris Club rescheduling of Egypt’s official 
debts due to Western creditor governments--on terms more 
generous than had been granted to virtually any other debtor 
country. The IMF approved the stand-by on the basis of an 
outline presented by the Egyptian Government of its plans to 
seek improvement in its economy through implementation of a 
series of major reforms over the following 18 months. These 
included measures aimed at stimulating production: relaxation 
of foreign exchange controls, raising of prices paid to 
domestic producers, and alleviation of impediments to private 
sector activity. They also included measures (restraint of the 
growth of credit to both the private sector and the government) 
aimed at dampening demand and alleviating inflation. 


The government has made steady progress in addressing economic 
issues. Sedki’s first policy initiative -- replacement of the 
old “export it only if you can’t sell it at home" attitude with 
an active program of export promotion -- has yielded some 
encouraging results. The 60 percent devaluation of the 
Egyptian pound exchange rate used by commercial banks in May 
1987, a fundamental step in restoring investor confidence in 
Egypt, has also attracted a substantial portion of foreign 
exchange inflows (over $2 billion so far) out of the parallel 
market and into the banking system. The government is also 
working to fulfill the deficit-reduction targets established in 
the July 1987-June 1988 fiscal year budget approved last June. 
Government agencies are receiving instructions to rein in 
growth in expenditures. Public sector companies are under 
pressure to operate in the black. Prices, notably this year of 
Egyptian farm commodities, have been adjusted toward market 
levels. The government has also undertaken a broad review of 
national education policy with the stated aim of setting more 
realistic targets for Egypt’s increasingly overburdened 
educational resources. 
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Although the government’s achievements to date have been 
significant, much remains to be done and the constraints on 
government initiative are tight. The vast majority of 
Egyptians perceive themselves to have a large personal 
financial stake in maintenance of the economic status quo and 
are skeptical that change will benefit them. They naturally 
focus much more on the immediate price effects of removal of 
government controls than they do on its potential for raising 
incomes over the longer term. With inflation already running 
at over 25 percent, the Government is very concerned about the 
welfare of Egypt’s lower income groups. It has said that it 
will pursue the new reform measures as quickly as possible 
consistent with the ability of the Egyptian people to adapt to 
change; along the way, however, it will need and will continue 
to seek financial support from those with a stake in the 
preservation of a stable Egypt. 


Macroeconomic Trends: The Egyptian economy has been largely 
stagnant for the past 3 years. The Egyptian Government 
publishes no up-to-date statistics on national income. There 
is strong evidence, however, that real gross domestic product 
fell in FY 1986/87 after having increased only marginally in 
each of the 2 previous years (there are no reliable estimates 
of the precise amounts of these movements; there is an active 
and, by all accounts, growing "unofficial" economy in Egypt on 
which the government has no statistics). This is a risky trend 
in a country that is experiencing population growth in the 
range of 2.7-3.0 percent per annum. Rough government estimates 
put GDP per capita at less than LE 900 during FY 1986/87. This 
equates to less than $450 at the average market exchange rate 
for FY 1986/87 (LE 2.00/$). Even if government statistics 
substantially understate actual GDP, it is clear that a 
substantial portion of the Egyptian population exists at or 
near subsistence level. 


Stagnation in the Egyptian economy has resulted from inadequacy 
(as well as inefficiency) of investment both in new production 
and in maintenance and supply of existing capacity. According 
to Government estimates, gross investment fell from 31 percent 
of GDP in FY 1981/82 to 20 percent in FY 1985/86 and probably 
less in FY 1986/87. External factors--notably the collapse of 
world oil prices in 1986, the fall in foreign tourist 
expenditures in Egypt following the Achille Lauro incident, 
rising foreign debt service obligations, and the leveling off 
of inflows of new foreign aid to Egypt -- have been blamed for 
this decline. They have reduced the capital available for 
investment. In the process, however, they have exposed the 
more fundamental problem: low domestic capital formation. 
Although the accumulated wealth of the Egyptian people as a 
group is by all indications substantial, Egypt’s record of 
mobilizing domestic savings for productive investment has been 
very weak ever since the nationalizations of the Nasser era. A 
large percentage of private Egyptian savings have been 
channelled abroad, either 
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directly or through the intermediary of banks and investment 
companies. The government has made only sporadic efforts to 
reinforce private willingness to place capital at risk in 
productive enterprise in Egypt over extended periods of time, 
and investors have accordingly remained reserved. 


The internal investment climate is improving. Private Egyptian 
investors have begun investing some of their own capital in 
factories and other productive enterprise, but the sums 
involved remain modest relative to potential. The government 
has in its new 5-year investment plan set a target for private 
sector participation of 38.7 percent. It has not yet made 
clear what steps it will take to promote achievement of that 
target. 


The Egyptian public sector is large and has a reputation for 
inefficiency, but is nevertheless considered sacrosanct by many 
Egyptians. Expenditures in the FY 1986/87 government budget 
(not counting self-financed expenditures of public sector 
companies) amounted to 45 percent of GDP. Fulfillment of 
government guarantees to provide employment for all university 
graduates regardless of the availability of work to be done has 
produced a large surplus of civil servants. While the waiting 
period for such jobs has grown to several years and the 
government now offers them generally in areas remote from the 
major cities, the demand remains strong--two million, according 
to government statistics--among the many who still cannot find 
accommodation in the private sector. At the same time, Prime 
Minister Sedki has emphasized the importance of improving 
performance and reducing deficits in the public sector. He has 
advocated eliminating subsidies to production (restricting them 
to the point of consumption). He has also expressed support 
for delegating substantially greater discretion to individual 
managers to decide company policies--including pricing of their 
products--and then holding them accountable for company 
profitability. It is likely that these policy initiatives will 
be implemented gradually on a case-by-case basis. 


Government estimates place total domestic employment in the 
range of 14.9 million, with another 1.41 million (other 
observers have estimated this figure at 2-4 million) employed 
abroad. As noted above, unemployment and underemployment are 
pervasive problems. The latest official estimate of total 
jobless is 2.9 million. In the public sector, paucity of 
performance incentives and opportunities for promotion (as well 
as of any risk of discharge) have discouraged effort and 
initiative. Employment in the private sector (outside 
farming), highly preferred for its higher wages and greater 
challenges, remains limited and positions very hard to find. 
Traditional reluctance of university graduates to accept 
technical or manual as opposed to professional employment has 
contributed to imbalances. 
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While it works to stimulate economic activity and reduce 
expenditures, the government also has the difficult task of 
restraining inflation. Government indices of consumer prices 
show a rate of increase in excess of 20 percent in FY 1985/86 
and 1986/87 (lower in the first half of FY 1987/88, but this 
may be an anomaly in the data). Whatever the real numbers, 
popular focus on and distress with price increases -- and 
shortages of commodities such as vegetable oil and sugar 
supplied by the government at fixed prices -- has risen 
significantly in recent months. 


Revised Central Bank figures (using 1986/87 prices in place of 
the 1981/82 ones used previously) show commodity production 
accounting for a larger share of gross national product than 
previously estimated. Adjusted to eliminate undervaluation of 
oil production, they show 1986/87 GNP at LE 44 billion, with 
agriculture accounting for 19.6 percent, industry and mining 
for 15.7 percent, and petroleum 11.0 percent. The 1987-92 
5-year plan calls for GNP to rise to LE 57 billion (1986/87 
prices) in 1991/92, with agriculture contributing 18.6 percent, 
industry and mining 18.3 percent, and petroleum 9.6 percent. 


The year 1987 was a relatively good one for Egyptian 
agriculture. Production of wheat and corn were up, reducing 
slightly the need for imports. Acreage planted to cotton was 
also up, but the combination of poor weather and continued low 


government (mandatory) procurement prices resulted in a fall in 
production. 


Recent steps to deregulate cultivation and sale of agricultural 
commodities, increase credit and profits, and encourage 
introduction of new technologies will hopefully produce more 
vigorous growth in the farming sector. Moreover, steps that 
will allow the private sector to import a larger share of 
needed commodities could relieve the burden on public foreign 
exchange resources. Continuation of minimum acreage 
requirements for, and government monopolization of purchases 
from farmers at below-market prices of, cotton, sugarcane, and 
half of rice production remain a large obstacle to efficient 
allocation of resources. Continuation of drought in the 
headwaters of the Nile for more than another year or two could 
affect Egypt’s water supply, a very serious prospect. 


The energy sector rebounded smartly in 1987. The petroleum 
balance-of-payments surplus was $1,522 million in 1987, more 
than double the 1986 level. This reflected both stronger 
prices and resumption of normal exports, which had been 
curtailed in 1986 in response to weak prices. Production 
averaged just over 900,000 barrels per day (b/d) with 
government exports near 190,000 b/d. 


Prospects for 1988 look somewhat less promising. In late 1987, 
produceion slowed markedly, reaching only 865,000 b/d in 
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January 1988. This was due to maintenance problems in some 
areas, but projections of production over the next 5 years are 
for average production of only 870,000 b/d. It appears 
unlikely that, barring major new discoveries, Egyptian oil 
production will exceed 900,000 b/d for any sustained period in 
the future. The deterioration in world prices--Egyptian crudes 
were earning an average of only $13 per barrel in March 1988 -- 
may discourage efforts to keep production high. Finally, 
domestic consumption continues to rise and may be affected in 
the short run by prospects for reductions in hydroelectric 
power generation. 


Egypt’s long-term prognosis in the energy area depends on 
finding and developing new reserves, both of petroleum and of 
natural gas. The government has approved some 20 new 
exploration concessions since July 1987 (after a 2-year 
hiatus), and has added a "gas clause" that will enable foreign 
concessionaires to share in the revenues from gas production in 
much the same way they do for oil. Although a major 
development, the impact of this gas clause on exploration and 
development remains uncertain pending clarification of the 
terms for compensation of the companies for production. Gas 
reserves are believed to be very high, perhaps 10 trillion 
cubic feet readily accessible, but the cost of developing them 
is uncertain as much of the gas is believed to be in small 
pockets. Discovery and development of new oil reserves should 
also accelerate once exploration begins in the new 
concessions. Analysts generally agree, however, that the best 


Egyptian fields are relatively mature and that new fields, 
mostly in the Western Desert, are not likely to be as 
productive -- hence the projection of a significant decline 
over the next 5 years in petroleum’s contribution to GDP (see 
above). Exploration continues to be expensive due to 
application of the Central Bank (LE 0.70/$) exchange rate to 
exploration expenditures. 


Construction of new electricity generation capacity has 
received new impetus as a result of the decline in prospects 
for hydroelectricity generation due to continuing low levels of 
Nile water flow into the Aswan High Dam reservoir. Foreign 
exchange financing constraints are slowing progress, however. 
Demand growth has decelerated but remains at about 8 percent 
per year. Foreign aid donors are concerned about the 
inefficiency of usage due to continued heavy subsidization of 
consumption, particularly for public sector industry (large 
factories still pay less than $0.005/kwh for electricity after 
the 29 percent average rate increase implemented in May 1987). 
The government continues to delay a decision on the proposed El 
Dabaa nuclear power plant. 


International Finance: Despite the IMF stand-by arrangement 
and Paris Club debt rescheduling approved in May 1987, Egypt’s 
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international payments position remains very weak in 1987/88. 
The root of this problem is Egypt’s long-standing, large 
deficit in payments for goods and services. Having grown 
accustomed to a high level of imports during the period in the 
early 1980s when oil income was good, aid to Egypt was growing, 
and private international credit was plentiful, Egypt has in 
the middle 1980s found it more and more difficult to find the 
foreign exchange required to maintain and expand that level of 
imports. The problem is compounded by the fact that more and 
more of the debt incurred during the earlier period is now 
coming due. Egypt began to run arrearages on these payments 
due as early as 1980, causing further shrinkage in the 
availability of new credit. In 1986-87, despite suspending 
service on large portions of its foreign debt, the Egyptian 
Government found itself seriously constrained in supplying the 
needs of the public sector by lack of foreign exchange, and 
total Egyptian imports fell by over 20 percent (before 
adjusting for inflation). 


Prospects for 1987-88 do not look much improved. Success in 
the government’s efforts to promote exports will be partially 
offset by another fall in petroleum earnings due to renewed 
weakness in the world oil market. The only major positive 
development in the current account is the boom in foreign 
tourism travel to Egypt, earnings from which may be up 50 
percent this year. Since the Egyptian Government was not 
servicing much of its debt anyway, Paris Club debt rescheduling 
has had negligible effect on actual payment flows out of Egypt 
(the significant exception to this rule is payments on military 
debt to the United States where the government was making 
payments--$500 million per year--in order to remain in 
compliance with the U.S. Brooke Amendment). Since foreign 
assistance to Egypt was already at a very high level, one of 
the major usual benefits of an IMF stand-by -- enlarged flows 
of aid -- also has not materialized. Last year’s resumption of 
diplomatic relations with Arab countries does not appear yet to 
be producing substantial flows of money from them. In the 
absence of substantially larger inflows of private credit (the 
current trend seems to be in the opposite direction, although 
the government has not made available any data on recent 
developments in the capital account), it appears that Egypt’s 
supply of foreign exchange is not dramatically better in 
1987-88 than it was in the previous year. The outlook for 
imports therefore looks uncertain. While data for the first 
few months of 1987/88 showed some increase, stagnation or even 
some decline for the year as a whole is a possibility. 


With no prospect of a renewed flood of petrodollars into 
international financial markets available for recycling to 

Egypt to relieve its payments problems as occurred in the 

1970s, Egypt confronts the challenge of increasing substantially 
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the extent to which it finances its imports from its own 
resources. Key elements in such an effort will be expansion of 
exports and strengthening of Egypt’s attraction as a site for 
investment by both foreigners and Egyptians. Both will entail 
significant changes in the manner in which economic activity is 
conducted in Egypt. With regard to exports, for example, the 
government has begun by simplifying the various administrative 
requirements for exporters, including health and sanitary 
controls and quality controls. Exporters still need approval 
from at least one ministry for virtually any export, however. 
How the government resolves fundamental issues about the 
structure of the manufacturing sector and protection of public 
sector enterprise from competition will also have a strong 
bearing on future export performance. 


The level and composition of imports into Egypt are influenced 
heavily by the government’s system of foreign exchange controls 
and multiple exchange rates. Since promulgation of new 
regulations in May 1987, there have been four major exchange 
rates in use in Egypt, as described below. 


Key revenue streams controlled by the government (e.g., oil and 
cotton exports and Suez Canal revenues) are still admitted at 
the "Central Bank" rate--0.70 Egyptian pounds (LE) equals 
$1.00. The proceeds are used to import key commodities, mostly 


food, that the government is committed to sell to the Egyptian 


people at low prices, and to finance government external debt 
service. 


All other authorized transactions will in principle soon be 
effected at the "new commercial bank" (referred to officially 
as the "free market") rate. This rate is fixed daily by a 
committee of government-appointed public and private sector 
bankers in light of market conditions and other factors. It is 
currently about LE 2.24/$1.00. The government created this 
rate in May 1987 to replace the "old commercial bank" rate 
that, fixed at about LE 1.35/$1.00, had become obsolescent as 
more and more private suppliers of foreign exchange moved to 
the non official parallel market that was offering 
substantially higher prices for foreign exchange. In 
succeeding months since May, the government has shifted most 
public sector and all private sector (except airline ticket 
sales) transactions to the new rate. It has also devalued the 
old rate steadily, a few piasters at a time, with the stated 
objective of merging it into the new rate by July 1988. The 
old rate, now significant primarily as a basis for calculation 
of import duties, reached LE 2.00/$1.00 in late February 1988. 


The government also sanctions the existence of an "own" market 
for the purchase of foreign exchange from holders of free 
accounts in Egyptian banks. Rates in this market are 
negotiated freely between seller and buyer. It, together with 
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the illegal, "money changers" market that functions on its 
fringes, serves the needs of Egyptians (and foreigners in 
Egypt) forbidden from or unable to obtain foreign exchange from 
banks. This market was very narrow in the summer of 1987 
following a massive round-up of the illegal money-changers. In 
the past 6 months it has expanded significantly in response to 
demand by private entities frustrated with the growing queues 
of people seeking foreign exchange from the banks. In early 
1988, it nevertheless retains a very low profile subject to 
close monitoring by the police. It is offering rates in the 
L.E. 2.30-2.35/$1.00 range, a modest 5 percent above the 
commercial bank rate. 


As government officials confirm, the foreign exchange system in 
its present form has some problems that require action. First, 
foreign exchange flowing into the banks has, since September, 
fallen chronically short of demand (under current regulation, 
primarily for issuance of letters of credit and for the 
relatively modest repatriations of earnings and other charges 
by foreign companies) resulting in growing queues at the 

banks. There is no evidence that creation of the new system 
has attracted new supplies of foreign exchange into Egypt; it 
has only diverted the majority of foreign exchange flows out of 
the own market into the banks, particularly the public sector 
ones since it is they that have large networks of branches 
around Egypt available to receive dollars from tourists or the 
families of Egyptians abroad. The system, therefore, has had 
the beneficial effect of increasing considerably the supply of 
foreign exchange available -- at the new rate -- to public 
sector companies that previously had no or limited access to 
the own market, but at the expense of reducing by the same 
amount the supply available to private sector buyers who did 
formerly have access to the own market. Government officials 
suggest that, under current difficult circumstances, importers 
of non-essential consumer goods should accept some restraint on 
their activities. As a practical matter, however, there is no 
consensus on what constitutes "non essential", and importers 
denied foreign exchange by the banks, along with Egyptians 
seeking foreign exchange for non authorized purposes (including 
making the pilgrimage to Mecca), are gradually turning once 
again to the money changers. 


While it is government policy to expand access to foreign 
exchange from the banking system, the government has not yet 
made clear what form of exchange system it hopes ultimately to 
achieve. It has expressed concern that total elimination of 
exchange controls would result in significant depreciation of 
the pound, and corresponding exacerbation of inflation in 
Egypt. It also acknowledges that the effect of the current 
system--squeezing the private sector for the sake of the public 
sector--is inconsistent with expansion of the role of the 
private sector in capital formation, one of the key elements of 
current government development policy. Advocates of 
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liberalization of access to foreign exchange by Egyptians argue 
that such liberalization would increase confidence in the 
Egyptian pound as a store of value and, combined with other 
measures such as interest rate increases, convince Egyptians to 
hold more of their savings in pounds rather than dollars, and 
improve the fundamental balance of supply and demand in the 
bank foreign exchange system. They have not been able to 
quantify the prospective size of this effect, however. 


Government Economic Policies: Reduction of the government 
budget deficit remains an urgent priority in 1988. The 
government had run deficits in excess of 20 percent of GDP 
throughout the 1980s (see p. 2), but, encouragingly, apparently 
reduced that ratio to around 17 percent in 1986/87. 

Preliminary indications are that a reduction in expenditures on 
subsidies and a healthy increase in import duty receipts 
following the customs reform of September 1986 were significant 
elements. Unfortunately, the government wage bill, along with 
interest on domestic government debt, continued to grow 
rapidly. Revenues from taxes other than on imports--company 
profits, consumption, etc.--grew little. 


The Government’s budget for FY 1987/88, approved by the 
People’s Assembly in June 1987, aims at a further dramatic 
reduction of the deficit relative to GDP. Taxes are slated to 
rise 21 percent through increased customs receipts (thanks 
primarily to a shift of the exchange rate used for computing 
import duties from LE 1.35/$1.00 to the new bank rate), 
cigarette taxes, and higher stamp and inheritance taxes. The 
strong oil market will also boost revenues from the Egyptian 
General Petroleum Company (EGPC) in beth the tax and non tax 
categories. On the spending side, food subsidies are budgeted 
to decline for the third consecutive year. These spending cuts 
may be partly offset by growth in wages and pensions, which the 
government raised by 20 percent in June. 


These budget targets are ambitious. In recent years, actual 
deficits have always substantially exceeded the ones projected 
in the budgets approved by the People’s Assembly. This year, 
the government affirms, it is making a special effort. 


The primary issue confronting the Egyptian Government in the 
realm of monetary policy is combatting inflation that has been 
running at more than 20 percent in the past couple of years. 
The diversity of the Egyptian banking system, with four public 
sector banks and some five dozen commercial, investment, 
foreign joint-venture, foreign branch, and other kinds of 
banks, all operating under different sets of regulations, makes 
management of monetary policy a complex task. Egypt’s practice 
of permitting maintenance by Egyptians of foreign currency 
deposits in local banks--at the end of FY 1986/87, $8.6 
billion, over 50 percent of total deposits in banks--is a 
further complicating factor. 
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The primary cause of inflation in Egypt is excessively rapid 
growth in the money supply. From year-end 1980 to year-end 
1986, the domestic money supply grew from LE 10.4 billion to LE 
37.1 billion, an increase of 358 percent. Domestic credit grew 
from LE 14.1 billion to LE 44.7 billion, an increase of 317 
percent. Net claims on Government, that had accounted for 59 
percent of total domestic credit at the beginning of the 
period, expanded by LE 11.2 billion, but made room for 
expansion of claims on public sector enterprises (up from LE 
3.3 billion to LE 10.2 billion) and on the private sector (up 
from LE 2.2 billion to LE 12.9 

billion). In March 1987, in an attempt to restrain credit 
growth, the government imposed tight limits on expansion of 
bank credit to private and public sector companies, but 
exempted lending to itself from the ceilings. A further 
indicator of the government’s difficult budget situation, net 
claims on government of the banking sector grew by a remarkable 
18.2 percent during the first 9 months of 1987. In apparent 
violation of the credit ceilings, claims on the private sector 
grew by 12.7% during the same period. Predictably, there is as 
yet no sign of an abatement in inflation. 


A further monetary policy issue is the level of interest 

rates. The government has restricted interest rates on both 
bank loans--13 percent to the agricultural and industrial 
sectors, 16 percent to the trading sector--and on bank deposits 
--correspondingly lower--to well below the level of prevailing 
inflation. This has probably encouraged flow of capital out of 
the banking system (e.g. to Islamic investment companies, see 
below) and into foreign currencies. It has been suggested that 
an increase in interest rates would attract more capital back 
into Egyptian pound deposits. With investor confidence still 
low, however, it is not clear that such a measure would produce 
a significant increase in productive investment in Egypt, 
especially so long as bank credit ceilings remain in effect. 


As the government introduces monetary and foreign exchange 
reforms, it must decide how to treat Islamic investment 
companies. These companies, promising to invest funds 
deposited with them in accordance with Islamic strictures 
against payment of interest and paying "dividends" exceeding 
the interest rates offered by banks (although not necessarily 
out of line with real--discounting for inflation--interest 
rates elsewhere), have attracted substantial amounts of 
Egyptian savings away from banks. Observers have noted that 
the attraction of the investment companies stems in large part 
from the absence of other attractive media for intermediation 
of private savings such as an active capital market. These 
companies have generally managed to stay outside Egyptian 
company and banking law and thereby avoid regulation or 
accountability, eliciting expressions of concern about the 
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authenticity of the companies’ profits and the consistency of 
the companies’ investment practices with national regulations 
and priorities. On the other hand, their popularity with small 
savers is an important political consideration. The government 
has said repeatedly that it intends to introduce regulatory 
legislation in the near future but has not yet done so. 


In general, the Egyptian Government continues to welcome warmly 
foreign investment. Law 43 of 1974 authorizes for participants 
in joint ventures in Egypt a guarantee against nationalization, 
tax holidays, exceptions to the more onerous restrictions of 
Egypt labor and other business law, and freedom for 
repatriation of capital and earnings. The government continues 
to promise early introduction of new legislation to consolidate 
and improve the laws. In reviewing investment proposals, the 
Egyptian Government gives priority to those that will produce 
basic necessities demanded by the average Egyptian. Foreign 
investments aimed at expanding exports and the transfer of 
technology to Egypt are also encouraged. 


Foreign companies in Egypt do encounter problems. In 
particular, exercise of their various freedoms usually requires 
application to and approval by the Investment Authority in the 
Ministry of Economy, a process that can be time-consuming and 
frustrating. Egyptian courts have not always recognized the 
precedence of Law 43 over politically-sensitive legislation 
such as labor law. In spite of these headaches, however, new 
investment continues to flow into Egypt at a steady, if 
moderate, pace, and most well-planned projects have yielded 
attractive returns for their sponsors. 


B. IMPLICATIONS FOR U.S. BUSINESS 


Egypt is undertaking economic reforms that, if successful, will 
provide a stronger base for economic expansion and thus 
commercial and investment opportunities for U.S. firms. 


Commercial relations play an important part in the 
U.S.-Egyptian relationship. Egyptians are highly receptive to 
U.S. products and services and welcome investment and joint 
business opportunities. The recent depreciation of the dollar 
has strengthened the competitiveness of U.S. firms vis-a-vis 
their foreign competitors. 


Market opportunities exist for traders and investors in 
construction, agribusiness, health, computers and data 
processing, telecommunications and petroleum equipment 

sectors. Egypt places a high priority on allocating scarce 
foreign exchange to meeting basic requirements -- food, capital 
goods, building materials and raw materials for industry. 


In the near term, foreign exchange constraints will continue to 
limit imports, particularly by the public sector. U.S. 
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economic and military aid programs remain at a high level, 
however, with most goods and services limited to U.S. sources. 


American business is still new to Egypt and faces competition 
from more established European firms. A patient effort in 
market development usually leads to successful business 
relations in Egypt. In addition to the large potential 
domestic market, Egypt is a convenient base for serving the 
Middle East region, especially with the resumption of 
diplomatic relations between Egypt and most other Arab 
countries that occurred in late 1987. 


Trade: The United States is Egypt’s leading trading partner, 

providing about 23 percent of its total imports. U.S. exports 
to Egypt were $2.21 billion in 1987, up from $1.98 billion in 

1986 (see Key Economic Indicators). 


Egyptian exports to the United States rose dramatically to $498 
million in 1987. Although no product-by-product data for 1987 
are yet available, petroleum is the primary Egyptian export to 
the United States (it was $52 million in 1986, 43 percent of 
the total of $123.3 million). Cotton and textiles ($34 
million) are the next largest category. 


The largest single component of U.S. exports to Egypt is 
agricultural goods. Egypt is the eighth largest market 
for such products with imports in 1987 totaling over $762 
million. U.S. agricultural sales had totalled nearly $900 


million in 1985, but dropped in value terms in 1986 and 1987 
due to a sharp fall in world prices; the volume of trade 
actually increased in both years. Egypt is the world’s largest 
market for U.S. wheat flour and in 1987 was the second largest 
market for U.S. wheat. Egypt is also a top market for U.S. 
corn, tallow, tobacco, cotton, soybean meal and frozen poultry. 


U.S. Investment: Egypt continues to attract foreign 
investment. U.S. direct investment in Egypt now totals about 
$1.56 billion of which $1.3 billion is in petroleum exploration 
and $255 million is in manufacturing, banking and other 
services. U.S. companies with investments in manufacturing 
include American Motors Corp., Colgate Palmolive Co., Reynolds 
Aluminum Inc., Gillette Co., Warner Lambert Co., S.C. Johnson 
and Son, Inc., York Borg-Warner, Otis Elevator Co., Pfizer 
Int’1l Inc., E.R. Squibb and Sons Inc., Union Carbide Co., and 
Xerox Corporation. During the past 2 years, nine Egyptian-U.s. 
joint ventures in manufacturing--General Motors trucks and 
buses, American Standard bathroom fixtures, Chemtex Paints, 
Trane Air Conditioners, Proctor and Gamble detergents and 
toiletries, Johnson and Johnson, R.P. Scherer (vitamins), 
Pioneer (seeds) and Nile Clothing--began production. These new 
ventures raise the total number of U.S. manufacturing 
investments to 27. 
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One measure of the health of the bilateral commercial 
relationship is the rapid growth and sustained activities of 
the American Chamber of Commerce in Egypt. Established in 
January 1983, the chamber today has nearly 400 member 
companies, the majority of which are Egyptian. Another 
indication of the U.S. interest in expanding commercial trade 
is the increase in the number of Egyptian agents of U.S. 
companies from 428 in 1986 to 492 in 1987, a 15 percent 
increase. 


U.S. Commercial Programs: The U.S. Foreign Commercial Service 
(US&FCS) maintains an office at the American Embassy in Cairo 
to assist U.S. businessmen in doing business in Egypt. US&FCS 
provides a wide range of services to American traders and 
investors including arrangements for trade missions to visit 
Egypt and introduce participants to senior government officials 
and leading businessmen. Trade missions scheduled for 1988 and 
early 1989 include Education and Training (September), Water 
Resources (October), Management and Technicai Consulting 
Services (October), Telecommunications Equipment (November) and 
Food Processing and Packaging Equipment (May 1989). US&FCS 
administers the U.S. pavilion at the annual (in March this 
year) Cairo International Fair, the largest trade fair in 
Africa and the Middle East, which is a primary vehicle for 
sales promotion in Egypt. 


Those American traders interested in agricultural sales should 
contact the Foreign Agricultural Service (FAS) at the American 


Embassy. FAS is responsible for all agricultural trade and can 
assist American business representatives in making contact with 
both Government and private importers. 


USAID has major programs that can assist U.S. business 
representatives interested in exporting or investing in Egypt. 
Its public and private sector Commodity Import Programs supply 
credit to Egyptian and foreign firms importing goods and 
equipment from the United States. Its U.S. Investment 
Promotion Office can provide prospective investors logistical 
support, market analysis, and feasibility studies, and assist 
in making contacts. USAID is also prepared to consider 
providing financing for U.S. direct investment in Egypt. 
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